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SUMMARY

This Franchise Tax Board (FTB) sponsored bill would do the following:

1. clarify that payment of estimated tax by corporations and exempt
organizations is not a prerequisite for receiving an extension of time to
file a return;

2. clarify that exempt organizations that are subject to tax on unrelated
business taxable income are required to make estimated tax payments;

3. eliminate the requirement for the revivor fee for exempt organizations and
require all exempt organizations seeking revivor to submit a new exemption
application when requested by the FTB; and

4. specify that an organization's exempt status may be revoked for failure to
file any return required or failure to pay any tax due and exempt status may
be reestablished only upon the filing of all returns or the payment of all
taxes due.

Each of these provisions will be discussed separately in this analysis.

EFFECTIVE DATE

The provision relating to estimated tax payments would be effective for taxable
and income years beginning on or after January 1, 2001, as specified by Section
18415 of the Revenue and Taxation Code.  The other provisions would be effective
on January 1, 2000, and would apply to all returns required to be filed or taxes
due after that date.

BOARD POSITION

Support.  The Franchise Tax Board voted to sponsor this legislation at its
December 16, 1998, meeting.

1. Corporations & Exempt Organizations/Automatic Extension of Time for Filing a
Return

SPECIFIC FINDINGS

Assembly Bill 3224 (Stats. 1992, Ch. 662) amended Revenue and Taxation Code
(R&TC) Section 25402, renumbered as Section 18604 by Senate Bill 3 (Stats. 1993,
Ch. 31), to allow extensions of time to file returns required under the Bank and
Corporation Tax Law (B&CTL) without specific written requests by taxpayers.
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Existing state law authorizes the FTB to grant a reasonable extension of time for
filing any return, declaration, statement, or other document required by the Bank
and Corporation Tax Law (B&CTL) up to a maximum extension of seven months.  A
separate section of law authorizes the FTB to grant a reasonable extension of
time to exempt organizations for filing their annual information return or
statement.  This section does not specify a maximum extension time.  Since the
enactment of AB 3224, corporations and exempt organizations are allowed an
automatic (paperless) extension with the condition that they file a return within
the maximum extension period of seven months from the original due date.

If the return is not filed on or prior to the extended due date, the automatic
extension does not apply.  A late filing penalty plus interest is assessed,
computed from the original due date of the return.  The extension of time applies
only to the due date of the return and does not extend the time for payment of
the tax due.  Tax is due on the original due date of the return without regard to
extension.  If the tax is not paid, underpayment of tax penalties will be
imposed.

The specific language within the code section granting an automatic extension to
corporate taxpayers conditions the automatic extension upon the payment of the
estimated tax due.  Prior to the automatic paperless extension statute, payment
was required in order to be granted an extension of time to file.  Current
practice is that an automatic extension to file is allowed without verification
of payment of tax due.  FTB Notice 92-11, issued on October 23, 1992, clarified
that the extension of time to file was not an extension of time to make payment
and that the only condition for receiving an extension of time to file was that
the return be filed within seven months of the original due date of the return.
Therefore, the provision requiring payment as a prerequisite for the extension of
time to file should have been deleted when AB 3224 was enacted, but was not.

This bill would delete the language that provides that payment of estimated tax
is a prerequisite for receiving an extension of time to file a return.  This bill
also would repeal a redundant section of law that authorizes the FTB to grant a
reasonable extension of time to exempt organizations for filing their annual
information return or statement, allowing a single section of law to be all
encompassing for entities subject to the B&CTL.

Policy Considerations

This bill would eliminate an apparent contradiction in the law and FTB forms
and instructions that have been in use since March 15, 1993.  Eliminating
this ambiguity would prevent potential confusion.

Implementation Considerations

Implementation of this provision would assist the department by clarifying
the law and could be handled during normal annual updates.

FISCAL IMPACT

Departmental Costs

This provision would not significantly impact the department’s costs.
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Tax Revenue Estimate

This provision would not impact state tax revenue.

2.  Exempt Organizations/Clarification of Application of Estimated Tax Provisions

BACKGROUND

Under both state and federal law, certain nonprofit organizations may apply for
and be granted an exemption from income tax.  Such organizations may be in the
form of an association, a trust, or a corporation.  The California Corporations
Code governs the formation of corporations in California.  A corporation may be
incorporated as a “for profit” corporation or a “nonprofit” corporation.  “For
profit” corporations cannot qualify for tax-exempt status.  California nonprofit
corporations are either public benefit corporations, mutual benefit corporations
or religious corporations.

Under current state law, nonprofit organizations are not automatically exempt
from taxation.  A nonprofit organization must apply for tax-exempt status with
the FTB.  A determination is made by FTB based upon the facts and circumstances.
For California purposes the exemption for nonprofit organizations is included in
the B&CTL beginning with Section 23701 in Chapter 4, Article 1.

Under state income tax law, exempt organizations are required to file various
returns with the FTB and Attorney General (AG).  The type of return required to
be filed with the FTB may vary depending upon the purpose of the organization and
amount of gross receipts.  Taxes also may be due based on the return filed.  With
certain exceptions, all exempt entities with annual gross receipts normally
exceeding $25,000 must file a Form 199 annual information return.  Additionally,
homeowners’ associations, political organizations and some mutual or cooperative
organizations that are exempt under federal law but not exempt under California
law also may be required to file Form 100 for corporate income tax and pay any
tax due.  Moreover, if an exempt organization, other than a homeowners’
association or a political organization, has income from an unrelated business of
$1,000 or more per year, that organization is required to file Form 109 and pay
any tax attributable to the income shown on that form.

Certain organizations such as churches and exempt organizations that have gross
receipts of not more than $25,000 are excluded from having to file the
information return and instead may be required to submit a notarized statement
containing such information as the name of the organization, its major
activities, its source of income, and the section of the Internal Revenue Code
under which it is exempt.

Section 23731, imposing tax on exempt organizations with unrelated business
taxable income (UBTI), was added to the Revenue and Taxation Code (R&TC) in 1951.
The section specified that every exempt organization described in that section
would be subject to the franchise tax (imposed under Section 23151) or the
corporation income tax (imposed under Section 23501) upon its UBTI.  Section
23151 specifically excluded exempt organizations from imposition of the franchise
tax; therefore, exempt organizations were subject only to the tax provided in
Section 23501, the corporation income tax.
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In 1971, Section 23731 was amended and specified that every exempt organization
(other than exempt trusts) described in that section was subject to tax at the
“rates” imposed by Sections 23151 and 23501, rather than subject to imposition of
“tax” under those sections.

A regulation for Section 23731 was adopted effective August 13, 1973, and
clarified that taxes imposed by Section 23731 are taxes imposed under the
corporation income tax, Section 23501, and that all provisions of the corporation
income tax law and the regulations thereunder were applicable to the assessment
and collection of the UBTI tax.  The regulation, which still exists, specifies
that exempt organizations subject to the UBTI tax are subject to the same
provisions, including penalties, as are provided under the corporation income tax
law.

SPECIFIC FINDINGS

Every exempt organization or trust is subject to the tax imposed upon its UBTI,
defined as income earned by the exempt organization which is not related to its
exempt function.

Exempt corporations pay tax on the UBTI at a rate of 8.84%, the current corporate
income tax rate.  Exempt trusts subject to UBTI pay tax using the graduated rate
scheduled under the Personal Income Tax Law (PITL), currently 1% to 9.3%.

Section 23038 defines “corporation” and specifically excludes exempt
organizations other than trusts exempt under Section 23701d.

The term “estimated tax” means the amount that the “corporation” estimates as the
amount of tax imposed by the B&CTL.  Regulation 25561 provides that “[i]n the
case of a corporation subject to the tax imposed by Chapter 3 (Corporation Income
Tax), the term 'estimated tax' is the amount which the corporation estimates as
the tax imposed by the Bank and Corporation Tax Law, without regard to the
minimum tax.”

Taxpayers, including exempt trusts, under the PITL are subject to withholding
requirements, but also must make estimated tax payments if at least 80% of their
tax liability is not satisfied by withholding, or there is no withholding.

Exempt organizations (both exempt corporations and exempt trusts) that have UBTI
currently are required to make estimated payments depending upon the amount of
their tax liabilities.  Although longstanding departmental practice, based upon
the earlier versions of the relevant statutory provisions discussed above and
Regulation 23731, has consistently required all exempt organizations to make
estimated tax payments under the same circumstances in which other taxpayers
under the PITL and B&CTL (corporate income tax only) are so required.  In
addition, Sections 19145 and 19147 of the Administration of Franchise and Income
Tax Laws (AFITL), which deal with estimated payment penalties, make specific
reference to “the tax imposed under Section 23731.”

This bill would add “or organization described in Section 23731” where
appropriate and strike the word “rates” to clarify that exempt organizations are
subject to not only the rates, but the “tax imposed” by that section, and are
required to make estimated tax payments.
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Current law provides procedures only for “corporations” to make estimated tax
payments.  Exempt organizations are excluded from the statutory definition of a
“corporation,” yet are subject by statute to penalties for failing to make
estimated payments.  Thus, the laws regarding estimate payments by exempt
organizations are technically inconsistent.

Policy Consideration

While exempt organizations are subject to penalties for failure to make
estimated payments, there is no clear statutory language under which they
are technically required to make estimated tax payments.

Implementation Considerations

Implementing this provision would assist the department by clarifying the
law and could be handled during normal annual updates.

Technical Consideration

Amendment 1 would make a minor grammatical change to clarify that, for
certain estimated tax purposes, “an organization described in Section 23731”
is subject to the same treatment as a “corporation (other than a bank or
financial corporation)."

FISCAL IMPACT

Departmental Costs

This provision would not significantly impact the department’s costs.

Tax Revenue Estimate

This provision would not impact state tax revenue.

3.  Eliminate Revivor Fee

SPECIFIC FINDINGS

Under the Government Code, the AG is required to maintain a Registry of
Charitable Trusts (RCT).  Charitable corporations and trustees holding property
for charitable purposes over which the AG has enforcement or supervisory powers
are required to file reports regarding donations received and other aspects of
their activity.  The FTB may be directed to assess the minimum tax for an exempt
organization (an RCT assessment) for failure to adhere to required practices.

Under federal law, if an organization fails to meet specified criteria, the
Internal Revenue Service (IRS) may deny exempt status or may revoke the exempt
status of an organization that no longer meets the criteria.

Under current state law, the FTB has the authority to suspend a corporation’s
powers, rights, and privileges, including those of an exempt corporation, if it
fails to file required tax returns and pay its taxes.
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For a corporation to be revived from a suspended status, the corporation must
file all tax returns and pay the delinquent taxes.  A suspended corporation,
including an exempt corporation, loses the right to defend any suit that may be
brought against it.

State law (B&CTL Section 23775) provides for the suspension or forfeiture of the
powers, rights and privileges of domestic exempt organizations or foreign exempt
corporations in the following three situations:

1. failure to file an annual Form 199 or statement as required by state law;
2. failure to pay any amount due because of the filing of that information return;

or
3. failure to pay an RCT assessment.

State law provides for the revivor of exempt organizations suspended or forfeited
for the three reasons addressed above, if the exempt organization:
• files an application for revivor and pays a $10 revivor fee;
• files any information returns, statements, notifications or amounts due

which were not previously submitted or paid; and
• files, when required by the FTB, a new exemption application which includes

a $25 fee.

For exempt organizations suspended or forfeited for any other reason, the revivor
request is processed without the $10 revivor fee and without a new exemption
application.  Exempt organizations such as a homeowner’s association that is
required to file a tax return but fails to do so would be suspended or forfeited.
However, this exempt organization could seek relief from suspension or forfeiture
under Sections 23301 and 23301.5, which do not require the exempt organization to
pay a $10 revivor fee or file a new exemption application.

The $10 revivor fee is only imposed on exempt organizations when the suspension
occurs under the three limited situations identified above.  Exempt organizations
suspended under any other situation and for-profit corporations do not pay a
similar fee.

The provision permitting the FTB to require a new exemption application also is
limited to those exempt organizations suspended under Section 23775.  Therefore,
exempt organizations, such as homeowner’s associations’ suspended under Section
23301 or 23301.5, are not required to submit a new exemption application to the
FTB as a condition of their revivor.

This bill would eliminate the requirement for the $10 revivor fee and require all
exempt organizations to submit a new exemption application when requested by the
FTB.

Policy Considerations

The current law is inequitable in that not all exempt organizations are
subject to the revivor fee, and for-profit corporations are not assessed a
similar fee.  Elimination of the fee would allow FTB to treat all suspended
exempt organizations seeking relief in the same manner.

Also, statutory authority to request a new application for exemption is
limited to the same exempt organizations that are required to pay the
revivor fee.  Therefore, FTB cannot request certain exempt organizations to
file a new application for exemption after being suspended.
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Extending the statutory authority to request a new application for exemption
from all exempt organization that have been suspended would allow the FTB to
treat all exempt organizations that seek revivor in the same manner.

Implementation Considerations

Implementation of this provision would assist the department’s exempt
section in its administration of the law and could be implemented during
annual updates.

FISCAL IMPACT

Departmental Costs

This provision would not significantly impact the department’s costs.

Tax Revenue Estimate

Based on data and assumptions discussed below, in any given year, the
revenue impact of this provision would be a loss of approximately $2,500.

This analysis does not consider the possible changes in employment, personal
income, or gross state product that could result from this measure.

Tax Revenue Discussion

The number of suspended tax-exempt organizations that would no longer be
required to pay a $10 revivor fee would determine the net revenue impact of
this provision.  Based on departmental data, about 250 tax-exempt
organizations are revived each year.  Under current law, each pays a $10
revivor fee that would be eliminated under this bill.

4.  Revocation for Failure to File or Failure to Pay Tax for Exempt Organizations

SPECIFIC FINDINGS

Under current state law, the FTB may revoke an organization’s exempt status:
1. for failure to file a required Form 199 or failure to pay any liability

attributable to that information return;
2. for failure to file a report with the AG or failure to pay an assessment issued

by the RCT;
3. where the IRS has revoked federal exempt status;
4. for not operating within its exempt purpose;
5. where the FTB receives information that the organization is inactive; or
6. for failure to complete incorporation proceedings within a specified period of

time after being granted exemption, usually 60 days.

Current state law does not allow the FTB to revoke an organization’s exempt
status for failure to file a required Form 100 (California Corporation Franchise
or Income Tax Return) or Form 109 (California Exempt Organization Business Income
Tax Return) or failure to pay tax attributable to those returns.
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Any organization whose status is revoked for improper activities will be taxable
as a corporation or trust so long as its exempt status is not reestablished.

An organization that has had its California exempt status revoked may reestablish
its exempt status by paying a filing fee, submitting a new application for
exemption and any information or returns not previously submitted which caused
the revocation; and, if the revocation was due to engagement in activities other
than those permitted, submitting satisfactory proof that it has corrected its
nonexempt activities and will operate only in an exempt manner.

Although the FTB has the authority to revoke the exempt status of an organization
for failing to file Form 199 or pay tax attributable to it, and for various other
specified causes, FTB does not have authority to revoke exempt status for failure
to file Forms 100 or 109 or pay the tax attributable to those forms.

This bill would specify that an organization's exempt status may be revoked for
failure to file any return required or failure to pay any tax due and that if
exempt status is revoked in these circumstances, exempt status may be
reestablished only upon the filing of any returns or the payment of any taxes
due.

Policy Considerations

This provision would enhance compliance by giving the FTB authority to
revoke an exempt organization’s exempt status for failure to pay any tax due
or for failing to file any return due (rather than only certain taxes and
returns).  This ability also would provide an additional incentive for
exempt organizations to timely file returns and pay all taxes due.

Implementation Considerations

Implementation of this provision would assist the department’s
administration of exempt organizations and could be implemented during
annual updates.

FISCAL IMPACT

Departmental Costs

This provision would not significantly impact the department’s costs.

Tax Revenue Estimate

Based on data and assumptions discussed below, in any given year, the
revenue impact of this bill would be a gain of approximately $2,000.

This analysis does not consider the possible changes in employment, personal
income, or gross state product that could result from this measure.
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Tax Revenue Discussion

The number of organizations whose tax-exempt status is revoked that must
file a new application and pay a filing fee of $25 to reestablish tax-exempt
status would determine the net revenue impact of this provision.

This bill would provide the FTB with discretionary authority to revoke the
tax-exempt status of certain additional organizations under specified
conditions.  To the extent tax-exempt status is actually revoked and the
organization wants to reestablish its exempt status, a filing fee of $25
would be required with a new application.  The number of additional tax-
exempt organizations that would become subject to revocation provisions
under this bill is estimated at 22,000.  Approximately 65% of these are
estimated to have gross receipts of less than $25,000 and, therefore, would
have no filing requirement.  Of the remaining 7,700, if 1% were to have
their tax-exempt statuses revoked and decide to reestablish exempt status, a
filing fee of $25 each would be required, generating up to $2,000 [80
applications x $25].  Also, it is possible that the consequence of
revocation may accelerate the collection of taxes owed to some degree.
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FRANCHISE TAX BOARD’S
PROPOSED AMENDMENT TO SB 1230
As Introduced February 26, 1999

AMENDMENT 1

On page 2, strike line 35 and insert:

corporation (other than a bank or financial corporation) or


